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SUBJECT: M C/ Change From 6% to 8% & Extend to Mneral Extraction & Certain Electric
Power Generator Activities/Unlimted Carryover & Delete Repeal Date

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of bill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

X REMAINDER OF PREVIOUS ANALYSISOF BILL ASINTRODUCED February 24, 2000, STILL APPLIES.
OTHER - See comments below.

SUMVARY OF BILL

This bill would nmake the follow ng changes to the Manufacturers’ |nvestmnent
Credit (MQO):
@ increase the credit from6%to 8% of qualified costs,
@ extend the MC to taxpayers engaged in extracting nonnetallic minerals
@ extend the MC to specified taxpayers engaged in electric services
@ expand the current law definition of qualified activity to include

extracting and the generation of electricity, and expand the definition of
when the manufacturing or other process comrences and concl udes,

@ allow unused credit carryovers to be carried forward indefinitely, and

@ delete the repeal date.

SUMVARY OF AMENDMENT

The April 3, 2000, anmendnents added taxpayers engaged in electric services to the
definition of “qualified taxpayer,” nodified the definition of “qualified
property” to include property used in extracting nonnetallic mnerals and

el ectric services activities, and nmade four departnent-recomend technica
changes.

The April 3, 2000, anendnents partially resolved the inplenentation
considerations and fully resolved the technical considerations raised in the
departnment’s analysis of the bill as introduced February 24, 2000.

Except for the Technical Considerations and Tax Revenue Estimate, the
department’s analysis of the bill as introduced still applies. A discussion of
what the bill does, the departnent’s remaining considerations, the fiscal inpact,
and the Board position are provi ded bel ow.
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SPECI FI C FI NDI NGS

This bill would increase the MC from6%to 8% of qualified costs.

This bill would add taxpayers engaged in extracting nonnetallic m neral
activities and electric service activities to the definition of “qualified
taxpayer.” The extracting nonnetallic mneral activities are described in

Standard Industrial Cassification (SIC) Codes 1411 to 1499, inclusive, as
foll ows:

141 DI MENSI ON STONE
1411 Di nension Stone
142 CRUSHED AND BROKEN STONE, | NCLUDI NG RI PRAP
1422 Crushed and Broken Linestone
1423 Crushed and Broken Granite
1429 Crushed and Broken Stone, Not El sewhere O assified
144 SAND AND GRAVEL
1442 Construction Sand and G avel
1446 Industrial Sand
145 CLAY, CERAM C AND REFRACTORY M NERALS
1455 Kaolin and Ball C ay
1459 C ay, Ceramic and Refractory Mnerals, Not El sewhere O assified
147 CHEM CAL AND FERTI LI ZER M NERAL M NI NG
1474 Pot ash, Soda, and Borate M nerals
1475 Phosphat e Rock
1479 Chemcal and Fertilizer Mneral Mning, Not El sewhere Cassified
148 NONMETALLI C M NERALS SERVI CES, EXCEPT FUELS
1481 Nonnetallic Mnerals Services, Except Fuels
149 M SCELLANEQUS NONMETALLI C M NERALS, EXCEPT FUELS
1499 M scel | aneous Nonnetallic M nerals, Except Fuels

The electric service activities are described in SIC Code 4911 as establishnents
engaged in the generation, transm ssion, and/or distribution of electric energy
for sale. Taxpayers holding a Certificate of Public Conveni ence and Necessity

i ssued by the California Public Uilities Conm ssion would not be qualified

t axpayers for purposes of the MC

This bill would nodify the definition of “qualified property” to include tangible
personal property (IRC Section 1245(a) property) used by a qualified taxpayer in
extracting nonnetallic mneral activities and electric service activities
primarily for “extracting property” or “generation of electricity.” This bil
woul d further nodify the existing law qualified activity definition within the
qgqualified property rules by expandi ng the commencenent point of the manufacturing
or other process to include when raw materials are "obtained" within this
process.

However, this bill would not renove the exclusion of equiprment used in the
extraction process fromthe definition of qualified property. Thus, qualified
t axpayers would not be able to claimthe credit for their extracting equi pnent.

This bill would change the M C carryover provision froman eight or ten-year
limted carryover to an unlimted carryover. Thus, for taxable or incone years
begi nning on or after January 1, 2000, a taxpayer that is unable to use the
entire MC credit could carry over the credit indefinitely. However, carryovers
fromtaxable or incone years beginning prior to January 1, 2000, would continue
to be limted.
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This bill also would renove the repeal date and the manufacturing enpl oynent
evaluation fromthe MC, extending the credit indefinitely.

Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations.

When a general sales tax exenption for all manufacturing equi pnent proved
too costly, the exenption was provided to only new manufacturers and the
6% M C was enacted for other manufacturers as a partial offset against
their sales and use tax paid with respect to nmanufacturing equi pnent.

Mor eover, the 1994 amendnments to the M C all owed taxpayers to claimthe
MC with respect to their capitalized costs of direct |abor, amounts upon
which no sales or use tax is paid. An 8%tax credit goes far beyond the
5% sal es tax exenption.

This bill would benefit transactions for which binding contracts al ready
exi st and would not be Ilimted to benefit only future busi ness deci sions.
Contracts entered into after January 1, 1994, but prior to enactnent of
this bill, already qualify for the credit, and existing binding contracts
that require the paynent of otherw se qualified costs under the M C woul d
qualify for the increased MC benefit (additional 2% provided under this
bill.

Recently, the policy regarding credit carryover provisions has noved from
unlimted carryovers to limted carryovers, as nost carryovers are used
within eight years. This bill would diverge fromthat policy. According
to the author’s staff, this bill will be anended to reinstate the limted
carryover provided under current |aw

The bill would anmend the qualified activity definition within the
qualified property definition by expanding the "process"” (manufacturing,
processing, refining, etc.) to include "the point at which any raw
materials are obtained."” Because this change is not limted to the
extractive activities added by this bill, it would allow existing
qualified taxpayers to claimthe MC for equi prent used to transport raw
materials fromthe point that they are obtained (for exanple, a warehouse
owned by the taxpayer) to the actual nmanufacturing, fabricating, etc.,
site. Under current |law, such equiprent would not qualify for the MC
because the MCis Iimted to equi pnent use beginning at the point raw
materials are "received." Further, if the term "obtai ned" were construed
to nean the point at which title transfers, then a taxpayer who
transported raw materials by trucks which it owned or |eased, no matter
the di stance, would be entitled to claimthe MC for the costs of the
trucks. Under current |law the trucks would not qualify since they would
not be treated as equi pnent used in the "process” qualifying the taxpayer
for the MC

Under current law, the definition of qualified property includes tangible
personal property used for specified activities, beginning with the point
raw materials are added to the process and ending at the point the
activity has altered tangi bl e personal property to its conmpleted form

i ncludi ng packaging, if required. This bill would add "extracting"” to
the list of activities which define the end of the "process."
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However, it is unclear whether extractive activities could ever result in
the altering of tangible personal property to its conpleted formand thus
the definition may not properly address extractive activities. This
could result in sone extractive industry taxpayers not being entitled to
the MC as intended by this bill

@ This bill would expand the activity definition within the definition of
qualified property to include the generation of electricity. As a
result, taxpayers who qualify for the MC under existing |aw could claim
the MC for auxiliary activities that satisfy this expanded activity
definition. For exanple, assunme a manufacturing plant that includes on
its prem ses a co-generation facility that produces electricity to run
the manufacturing Iine. Under current law, this co-generation facility
is properly treated as an auxiliary establishment under the SI C Manual
and is assigned the sane SIC Code as the manufacturing activity.

However, since the generation of electricity is not a qualified activity
for M C purposes under existing |law, the costs attributable to the co-
generation facility would not qualify for the MC. However, such
activities would qualify under the activity definition provided by this
bill.

| npl ement ati on Consi derati ons

This bill would raise the follow ng i npl enentati on consi derations.

@ This bill did not nodify the definition of qualified property to renove
or nodify the | anguage that explicitly excludes equi prent used in the
extraction process. Thus, taxpayers added by this bill would not qualify
for the MC under the bill as currently drafted. This may lead to
di sput es between taxpayers and the departnent, as well as not providing
the intended incentive. Anendnents 1 and 3, provided at the author’s
request, would resolve this concern

@ MC carryovers fromtaxable or inconme years begi nning before January 1
2000, would continue to be limted. Taxpayers could m sunderstand this
law and try to claimcredit carryovers that have expired. This may |ead
to disputes between taxpayers and the departnent.

Techni cal Consi der ati ons

Amendnents 2 and 4 woul d renove the definition of “small business” used for
the limted carryover. This definition is no |onger necessary since this
bill would renmove the limted carryover provisions. |f the author anmends
the bill to reinstate the |imted carryover provision, these anendnents
woul d not be necessary.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.
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Tax Revenue Esti mate

This revenue estinmate assunmes that the bill will be anmended to reflect the
author’s intent to nodify the definition of qualified property to include
property used in business relating to extracting nonnetallic m nerals.

Revenue | osses increased by $14 nmillion for fiscal year 2000-01, $18 million
for 2001-02 and $20 million for 2002-03 fromthe prior estimate because of

t he anendnents extending the MC to non-utility generators who serve the
unregul ated nmarket. Based on the data and assunptions bel ow, revenue | osses
are estimated as follows:

Extending the MC to nonnetallic mnerals and electric services and
increasing the credit from6%to 8% would result in the follow ng revenue

| osses.
Revenue | npact of AB 2461 04/03/2000
For Taxabl e/ 1 nconme Years Begi nning 1/1/2000
Assunmed Enactnent After 6/30/2000
Fi scal Years
(In MI1ions)
2000-01 | 2001-02 | 2002- 03

Increase MCto 8% -$110 -$133 -$136
Current Law
Add Non Metallic:
Under Current Law @ 6% -$3 -$4 -$5
Increase MCto 8% -$1 -3%1 -$1
Add El ec. Gen.:
Under Current Law @ 6% -$10 -$14 -$16
Increase MCto 8% -$4 -$4 -$4
Total Change to MC -$128 - $156 -$162

Extendi ng the carryforward period on credits generated after
January 1, 2000, until exhausted would result in revenue losses in the $5 to
$10 mllion range annual ly beginning in fiscal year 2008-09.

Elimnating the repeal date fromthe M C woul d not inpact current revenues.
It is anticipated that the M C would not sunset under the current |aw
requirement. Under current law, the MC will sunset only if enploynent in
manuf act uri ng, not i ncluding aerospace, on January 1, 2001, or any January 1
thereafter, “does not exceed by 100,000 jobs the total manufacturing sector
enpl oynment in this state on January 1, 1994.” Enploynent in manufacturing

i ncreased by 136,000 between 1994 and 1997. It seens safe to conclude that
the targeted increase will be net and that the current law MC will remain
operative indefinitely beyond 2001. Thus, unless a najor change in the

econony occurs, elimnating the sunset date would not affect PIT or B&CT
revenues.
Thi s anal ysi s does not consider the possible changes in enploynent, personal

i ncone, or gross state product that could result fromthis bill.
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Tax Revenue Di scussion

This estimate is based on data froman U. S. Census Bureau survey of capita

expendi tures by relevant industries for 1997. The 1997 nunbers were grown

to approxi mate 2000 and beyond. The credit use rates taken fromthe

m crosimul ati on nodel of California tax returns were then applied to derive
the aggregate credit use. The fiscal year cash flow patterns are based on

FTB s anal ysis of how manufacturers adjusted their tax paynments to reflect

the reduction in liability resulting fromthe current law MC

This estimate does not include | osses resulting fromaqualified taxpayers as
defined under current |aw that m ght receive additional credit for
activities that would qualify under the changes made by this bill (see

i ssues di scussed in policy considerations). Such |osses cannot be
guantified since the data and infornmati on needed are not avail abl e.

POSI T1 ON

Pendi ng.
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FRANCHI SE TAX BOARD S
PROPOSED AVENDMVENTS TO AB 2461
As Anended April 3, 2000
AVENDMENT 1
On page 8, nmodify line 34 as foll ows:

(D) Equi prent used in the extraction process, except nonnetallic m neral
mning activities described in SIC Codes 1411 to 1499, i ncl usive.

AVENDMENT 2

On page 10, delete lines 18 through 34, inclusive.
AVENDMENT 3

On page 21, nmodify line 24 as foll ows:

(D) Equi prent used in the extraction process, except nonnetallic m neral
mning activities described in SIC Codes 1411 to 1499, i ncl usive.

AMENDMENT 4

On page 23, delete lines 9 through 25, inclusive.



